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an entity for purposes both of adjudication and of administration 
would seem to be the logical rule under the Bankruptcy Act, but few 
courts have granted such an unqualified sanction to the entity theory. 



Eight to Pre-Emption m an Issue op Capital Stock. — The right 
of a shareholder in a corporation to subscribe at par 1 to his propor- 
tionate share in any new issue of stock, 2 whether authorized at the 
time of the issue, 3 or at the inception of the corporation,* is well 
settled. The theoretical basis of this doctrine of pre-emption is that 
the ownership of stock confers upon the stockholder an equitable in- 
terest in both the profits and the management of the business; and 
that any distribution of stock which is not proportional would give 
the recipient at par of more than his pro rata share a greater interest 
in surplus profits and a more potent voice in corporate meetings than 
he is equitably entitled to. The directors are looked upon as hold- 
ing the new stock in trust for the stockholder, 6 and consequently, 
even though a statute authorizes the directors to make new issues in 
such manner as they see fit, they are held, in the execution of their 
fiduciary function, to an equitable pro rata distribution.' 1 It is clear, 
therefore, that the Indiana view, that such a statute enables the di- 
rectors to place strangers on an equal footing with stockholders, 8 can- 
not be reconciled with the otherwise universal acceptance of the doc- 
trine of pre-emption. 9 

The practical consideration which first gave rise to this doctrine, 
was the necessity of restraining directors from depriving stockholders 
of their share of surplus profits by issuing to others at par new stock 

'Hammond v. Edison Co. (1902) 131 Mich. 79; Cunningham's Appeal 
(1885) 108 Pa. 546. But if a bonus has been paid it cannot be recovered. 
De la Cuesta v. Ins. Co. (1890) 136 Pa. 62. 

The original case establishing the doctrine of pre-emption is Gray v. 
Portland Bank (1807) 3 Mass. 364. It seems to go on the theory that there 
is a contract between stockholders that each shall share in an increase of 
capital stock. 

'Stokes v. Continental Trust Co. (1906) 186 N. Y. 285; Wall v. Cop- 
per Co. (1905) 70 N. J. Eq. 17. 

'Snelling v. Richards (1909) 166 Fed. 635; Gray v. Portland Bank 
supra. There is no right of pre-emption in the original issue of stock, 
however, until the stock-books have once been closed. 1 Machen, Cor- 
porations, § 618. 

'Stokes v. Trust Co. supra; Wall -v. Copper Co. supra. The doctrine of 
pre-emption is held to apply neither to cases where new stock is issued 
for new property, Meredith v. Zinc & Iron Co. (1897) 55 N. J. Eq. 211, 
nor to those where the issue is made in the process of consolidation. 
Bonnett v. Nat. Bank (1900) 24 Tex. Civ. App. 613. In both of these 
classes of cases, the argument arising from a right in the division of 
profits evidently does not apply; but it is submitted that the old stock- 
holders' voice in corporate management is diminished. The result is just, 
however, as the stockholders are usually well compensated for their loss. 

e Schmidt v. Pritchard (1907) 135 la. 240; Strickler v. McElroy (1911) 
45 Pa. Sup. Ct. 165; Bennett v. Baum (1911) 90 Neb. 320. 

'Luther v. Luther Co. (1903) 118 Wis. 112. 

*Ins. Co. v. Nunnemacher (i860) 15 Ind. 294. 

"England as well as America adheres to the doctrine of pre-emption 
Punt v. Symons Co., L. R. [1903] 2 Ch. 506. 
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which would market at a premium. 10 In the early days, the ambition 
to control a corporation was looked upon as little more than a mere 
sentimental whim. 11 With the growth of manipulation in corporate 
stock, however, increasing importance has come to be attached to the 
element of control, and consequently to the shareholder's right to pre- 
serve his balance of voting power. 12 There is now no question that a 
stock issue made primarily for the purpose of controlling a corporate 
election, 13 or for the perpetuation of a directorate, 14 will be restrained 
quite regardless of the existence of a surplus to be divided. 

In most instances these two arguments for pre-emption, preserva- 
tion of voting power and equal division of surplus, go hand in hand. 
The facts in Russell v. American Gas & Electric Co. (1912) 136 IT. T. 
Supp. 602 present to the New York courts the problem of determining 
the weight of each of these arguments when they are used by ad- 
verse parties. Only a portion of the authorized preferred and common 
stock had been issued. The plaintiff, a holder of preferred stock, who 
by its terms was limited in his interest in the profits of the cor- 
poration to a fixed cumulative preference in dividends, sought to com- 
pel a distribution to himself at par of his proportionate share in a 
new issue of common stock, to which common stockholders alone had 
been permitted to subscribe, and which represented surplus profits. 
The plaintiff based his claim upon the theory that his voting power 
would otherwise be inequitably reduced. The court refused the in- 
junction on condition that the plaintiff should be permitted to sub- 
scribe to enough preferred stock, then selling below par, to keep his 
balance of power. This case seems to be entirely novel. 16 The 
view of the earlier authorities would apparently lead to denying the 
plaintiff even the relief granted. Where the right to pre-emption could 
not be based upon an equitable interest in the corporation, the mere 
right to retain a proportionate voice in its management would not sup- 
port a claim to share in stock distribution; for it was held that stock- 
holders could not on that ground demand their share of treasury 
stock which was issued admittedly for purposes of control. 16 The 
more recent view, however, reaches directly the opposite result on the 
same state of facts, and makes the maintenance of the status quo 
the decisive element. 17 The right to vote in a shareholder's meeting 

10 4 Thompson, Corporations, (2nd ed.) § 3642. The earlier cases as- 
sign this reason alone as the basis for pre-emption. Reese v. Bank (185s) 
.31 Pa. 78; Agricultural Society v. Eichholtz (1891) 45 Kan. 164; Jones 
v. Morrison (1883) 31 Minn. 140. 

"See Hartridge v. Rockwell (Ga. 1828) R M. Charlton 260. 

"Schmidt v. Pritchard supra; Stokes v. Trust Co. supra. 

"Hunt v. Symons Co. supra. 

"Way v. Grease Co. (1900) 60 N. J. Eq. 263; Morris v. Stephens (1897) 
178 Pa. 563- 

"The facts in this case seem to be duplicated in Jones v. Railroad Co. 
(1891) 67 N. H. 119, and Jones v. Railroad Co. (1892) 67 N. H. 234; 
but the court there explained away the apparent limitation of the preferred 
stock to its stipulated dividend and thereby allowed all classes of stock to 
have equal rights of pre-emption. Cf. 1 Cook, Corporations, (6th ed.) § 270 
and 4 Thompson, Corporations, (2nd ed.) § 3647. 

"Hartridge v. Rockwell sttpra; State v. Smith (1876) 48 Vt. 266. 

"Elliott v. Baker (1007) 194 Mass. 518. This rule is not, however, ap- 
plied to the issue of treasury stock if made bona fide and without the 
motive of affecting control. Crosby v. Stratton (1902) 17 Colo. App. 212. 
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is now regarded as a vested property right. 18 Moreover, it has been 
held that one class of stock cannot be reduced without a proportionate 
reduction of other classes. 19 It would seem to follow that one class 
cannot be increased without a proportional increase in the other. It 
is no answer that the stockholder may buy enough stock in the market 
to place his holdings in its old relation to those of other stockholders 
who have enjoyed the benefit of the increase, for his class of stock 
is not thereby protected from the increased majority of other classes 
which may have other interests to advance. It is clear that the New 
York court was correct in denying the plaintiff a share in the sur- 
plus through a pre-emptive right to the common stock ; 20 but though the 
relief granted by its conditional decree perhaps gave the most com- 
plete remedy which the pleadings of the parties would permit, still 
the voting power of the preferred stockholders as a class was diminished 
and their rights to that extent violated. 



Power op a Corporation to Purchase Its Own Stock. — The ques- 
tion whether a corporation has the power to purchase in good faith 
shares of its own capital stock has caused a wide divergence of opinion 
among courts and legal text-writers. Many eminent authorities have 
denied the existence of such a poweT, 1 and many others have in un- 
equivocal terms affirmed it. 2 The former view seems to be in every 
case based upon one of three theories. Such a purchase is said either 
to be illegal because in violation of the rights of corporate creditors or 
of non-assenting stockholders, or to be -ultra vires. 

The first of these objections proceeds upon the theory that the 
capital fund of the corporation is similar to a trust fund, upon the 
security of which creditors have relied, and that the latter have an 
absolute right to demand that the fund be kept intact for the purpose 
of paying their debts. Under this view a purchase of the capital 
stock, since it in fact decreases the fund, must be analogous to a 
breach of trust. 3 It would seem, however, that corporate creditors 
should not have any absolute right to treat the capital fund as a 
trust fund for their security. The corporation is in the same situa- 
tion as an individual, and no more substantial reason appears why its 
creditors should have a lien on its property than in the case of the 
creditors of a natural person. 4 A totally different question is pre- 

"Lord v. Equitable Co. (N. Y. 1005) 47 Misc. 187; Smith v. Railroad Co. 
(1894) 64 Fed. 272; Commonwealth v. Dalzell (1893) 152 Pa. 217. 

"Page v. Mfg. Co. (N. Y. 1908) 129 App. Div. 346. 

M See Niles v. Mfg. Co. (1913) 48 N. Y. L. J. No. 89. 

*I Morawetz, Private Corporations, § 112; 1 Machen. Corporations, 
§ 626; Maryland Trust Co. v. Natl. Mechanics' Bank (1905) 102 Md. 608; 
Trevor v. Whitworth (1887) L. R. 12 A. C. 409. 

'1 Cook, Corporations, § 312; Chicago etc. R. R. v. Marsailles (1877) 84 
111. 643; Hartridge v. Rockwell (Ga. 1828) R. M. Charlton 260; Leonard 
v. Draper (1905) 187 Mbss. 536. 

3 i Morawetz, Private Corporations, § 112; Crandall v. Lincoln (1884) 52 
Conn. 73; Trevor v. Whitworth supra. 

'Graham v. Railroad Co. (1880) 102 U. S. 148, 161; McDonald v. Wil- 
liams (1899) 174 U. S. 397; O'Bear Jewelry Co. v. Volfer Co. (1894) 106 
Ala. 205, 213. 



